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Abstract 
The objectives of this research are to investigate the effect of 
liquidity on profitability and also the directions of causality 
between liquidity and profitability of Islamic banks in the United 
Kingdom. Five Islamic banks out of the existing twenty Islamic 
banks were selected for the study. They are Al Rayan Bank, 
Bank of London and Middle East, European Islamic Investment 
Bank, Gatehouse Bank and Qatar Islamic Bank.  Econometrics 
analysis which include; regression and Granger causality test 
were carried out on UK Islamic banks’ liquidity and 
profitability. The results of the regression analysis showed that 
there exists co-integration among the variables, that is, long run 
relationship exists and also liquidity negatively and significantly 
affects profitability of the Islamic banks in the United Kingdom 
both in the short and long runs. However, the result of the 
pairwise granger causality test showed that there is no 
unidirectional or bidirectional causal effect between liquidity 
and profitability of Islamic banks in United Kingdom. Based on 
the results and conclusions, the study suggests that the apex 
bank (Bank of England) should guarantee close regulation and 
monitoring of Islamic banks’ strength and level of liquidity in an 
attempt to alleviate and strengthen the financial sector of the 
economy.  
Keywords: Islamic Banks, Profitability, Liquidity, 
United Kingdom 
1.0 Introduction 
In the financial sector, liquidity and portability 
plays a significant role, liquidity is the ability of the 
financial institution to meet the obligation of its 
creditors (short term). As a result of this obligation 
it is necessary for financial institution to retain a 
sizeable amount of their assets in cash to meet their 
short term obligation. An organization needs a 
reasonable liquidity level for it to be competitive 
and sustainable. Thus, firm need to decide the most 
favorable level of the liquidity in order to ensure 
high profitability. Liquidity should be maintained 
at a balanced level alternatively profitability is the 
ability of an organization to earn a profit. 
Profitability of an organization is measured by 
price to earnings ratio. Improvement of profitability 
is a vital purpose of every organization and every 
firm strives to achieve the most favorable 
profitability. Since, there is an important 
relationship between liquidity and profitability of 
the organization, therefore, the organization is 
required to maintain an optimum level of liquidity.  
In the present world financial sector has come into 
view as number one and as a causal to create 
employment and improving the sector of the 
country. With the rising development, it has 
become a challenge for the financial sector to earn 
utmost profitability. It is essential for organizations 
to take active decision to effectively run their assets 
due to this challenge followed by the rising 
development. As a result this quagmire this study 
will examine the causal relationship between 
liquidity and Profitability towards recommending 
solutions that would be of help to financial sector 
in order to improve their profitability. 
2.0 Literature review 
Rana, Hossain and Rekha (2016) compares the 
profitability and liquidity in Islamic banks and 
conventional banks in Bangladesh (2013-2014) 
utilizing T-test and F-test. Furthermore, in the same 
country, Rasul (2013) investigated the impact of 
liquidity on both conventional and Islamic bank’s 
profitability. Using correlation and Regression 
Analysis, both studies found out that Islamic bank 
performs better than conventional banks and 
liquidity affects profitability. Paul, Bhomwich, 
Islam, Kaium and Masud (2013) using T-test and F 
–test equally examined the profitability and 
liquidity of five Islamic Banks and five 
Conventional Banks and concluded that Islamic 
banks are less liquid and profitable than 
Conventional Banks between 2008- 2012. 
Lartey, Antwi and Boadi (2013) investigated the 
relationship between liquidity and profitability of 
seven banks listed in the Ghana Stock Exchange 
(2005-2010). The study utilized longitudinal time 
dimension panel data, time series analysis and 
discovered the existence of weak relationship 
between liquidity and profitability. The study made 
use of the following variables return on assets, 
return on equity, total asset, illiquid asset ratio, 
liquid asset ratio, temporary investment ratio and 
Spread margin. 
Olarenwaju and Adeyemi (2015) investigated the 
direction and causality between liquidity and 
profitability of 15 (fifteen) deposit money bank 
listed on the Nigerian stock exchange using 
pairwise granger causality and F- statistics. The 
study found no causal relationship between 
liquidity and profitability in 11 (eleven) banks and 
traces of unidirectional causality relationship 
running from liquidity to profitability for 4 (four) 
banks in Nigeria.  
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Bassey and Moses (2015) equally examines the 
trade-off of 15 deposit money banks in Nigeria 
liquidity and profitability of commercial banks 
2008 – 2014, using ordinary least square method. 
They found significant relationship when return on 
equity is used as a measure of profitability and 
otherwise when return on assets is used as 
profitability measure. In Pakistan, Khan and Ali 
(2016) utilizing correlation and regression to 
measure the relationship between liquidity and 
profitability of Habib bank. They discovered that 
there is a significant positive relationship between 
liquidity and profitability. Mwizarubi, Singh and 
Prusty (2015) equally investigated the relationship 
between profitability and liquidity of five banks in 
Tanzania. They employed panel longitudinal study, 
Housmann test and fixed effect model and found no 
statistically significant relationship between 
profitability and liquidity of Tanzania banks.  
Majority of the literatures on liquidity and 
Profitability reviewed in this study focused on 
either Africa, Middle East and Asia hence the need 
for the study to be conducted in United Kingdom 
and moreso on Islamic Banks. 
3.0 Model Specification, Estimation Techniques 
and Sources of Data 
3.1: Model Specification 
Objective 2:  The empirical model accounting for 
the effect of liquidity on profitability in the United 
Kingdom is represented in functional form as 
shown below: 
               
  (1) 
Where ROA is the return on assets of the selected 
Islamic banks in the United Kingdom representing 
their profitability, EQT is the equity of the selected 
Islamic banks in the United Kingdom and Subscript 
t represents the time period (2005-2016). 
We can now expressed Equation (1) explicitly as;
      
                      
  (2) 
Since we have five selected United Kingdom 
Islamic banks, the averages of their return on assets 
and equity will be used. Where AROA is the 
average return on assets of the selected Islamic 
banks in the United Kingdom representing their 
profitability, AEQT is the average equity of the 
selected Islamic banks in the United Kingdom. δ is 
the vector of control variables (average cost income 
ratio (ACIR), average total assets (ATA) and 
average net loan over total assets (ANTA) 
employed in the study representing the other 
determinants of average return on assets. 
                               
             (3) 
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3.2:  Estimation Techniques 
Objective 1: Graphs will be used to describe the 
trends of the variables of interest. 
Objective 2:  The study will employ the traditional 
Auto Regressive Distributive Lag (ARDL) Method 
proposed by Pesaran and Pesaran (1997) to 
estimate Equation (3). The ARDL approach will be 
adopted because it allows variables (exogenous and 
endogenous) of different order of integration (i.e I 
(0) and I (1) but not I (2)) to be estimated together. 
The approach also allows the integration of the 
short run dynamics with the long run equilibrium 
without losing any long run information. The 
ARDL model for equation (3) is stated as below: 
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 (5) 
Where   represents first difference operator, α 
and θi are the drift term and the long-run multipliers 
respectively, while γi, ρi, σi, πi, and ϕi are short-run 
dynamic coefficients and ut is the white noise error. 
The lag lengths (l,m,n,o,p) will be chosen optimally 
for each of the variable using Schwarz Bayesian 
information criterion as recommended by Persaran 
and Persaran (1997). F-test will be conducted to 
determine the joint significance of the coefficients 
of the lagged values of the variables, in order to 
establish the existence of long-run relationship 
between the variables. Therefore, we test the null 
hypothesis; Ho: (no long-run relationship) for 
Equation (4). Once cointegration is established, the 
long-run and short-run ARDL models of the orders 
(l,m,n,o,p) represented below, could then be 
estimated.  
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where τ1, τ2, τ3, τ4 and τ5 are short-run dynamic 
coefficients of the model’s convergence to 
equilibrium and η is the speed of adjustment. 
When using time series data, there are always 
concerns about the parametric inferences and 
spurious regression of unit roots. The unit root 
properties of the data were examined to determine 
the stationarity (or non-stationarity) of the data sets 
before proceeding to estimate the models. This 
study will employ the Augmented Dickey Fuller 
(ADF) unit-roots tests. Robustness of the models 
through diagnostic tests was done to ascertain that 
the estimated regression coefficients are not biased. 
The diagnostics tests are tests on residual and for 
stability of the model. They include tests on 
normality of error term, serial correlation test, 
stability of the model and mis-specification errors.  
Objective 3: Granger causality will be employed to 
check the existence and direction of causality 
between AROA and AEQT as specified in 
Equation (4a and 4b). 
3.3: Types and Sources of Data 
The study used secondary data. Averages of 
notable variables from five Islamic banks in the 
United Kingdom ( Qatar Islamic Bank, European 
Islamic Investment Bank, Gatehouse Bank, Bank of 
London & Middle East and Al Rayan Bank) that 
were used in this study include: equity (AEQT), 
cost to income (ACIR), net loan to total assets 
(ANTA), return on assets (AROA) and total assets 
(ATA) were sourced from Bankscope database 
from 2005-2015 and 4 years moving average was 
used to find the values for 2016 of all the variables.  
4.0 Presentation and Discussion of Results  
4.1: Descriptive Statistics of Data Series 
The descriptive statistics of data series provide 
information about the statistics and distribution of 
the sample which enables us to determine whether 
the data are consistent and normally distributed. 
The most common measures of descriptive 
statistics are: mean, median, standard deviation, 
skeweness, kurtosis and Jarque-Bera statistics. 
Inference from the descriptive table implies that all 
the series display a high level of consistency as the 
values of the mean and the median are close to each 
other and fall between the minimum and maximum 
values. Standard deviation is a measure of 
dispersion or spread in the series and it values for 
each variable shows that actual data in the series 
are not really different from their mean value. The 
normality assumptions of all the variables are 
proved to be true based on the significant values of 
their Jarque-Bera as shown in Table 1
.  
Table 1: Descriptive Statistics of Variables 
  AEQT ACIR ANTA AROA ATA 
 Mean  116.1497  188.8602  26.03450 -4.23671  3.073637 
 Median  103.8089  180.2700  24.90675 -3.1335  2.773100 
 Maximum  186.9156  386.3600  54.90175  3.243667  8.514432 
 Minimum  75.85000  22.59967  4.550000 -23.4675  1.051209 
 Std. Dev.  36.19663  112.9790  16.56344  6.956300  1.853009 
 Skewness  1.003248  0.332844  0.306567 -1.80255  2.230706 
 Kurtosis  2.462653  2.235658  2.146267  6.037911  7.539675 
 Jarque-Bera  2.757384  3.513680  4.552397  11.11281  20.25642 
 Probability  0.040040  0.034927  0.048662  0.003863  0.000040 
 Observations  12  12  12  12  12 
 
Source: Authors’ Computation, 2017 
4.2 Trend Analysis of Variables  
A quick glance at the trends of the variables of 
interest over the period of study shows that AEQT 
increases in 2006, became relatively stable till it 
experienced a sharp increase in 2014. The trend of 
ACIR depicts that it reduces over time, it started 
high in 2005, experienced a sharp fall and rise in 
2006 and 2007 respectively, then reduced over time 
till the end of the period of the study. However, the 
trend of ANTA increased as well as fluctuated over 
the period of study. Another worthy interesting 
observation from  the graphs is how the trends of 
AROA and ATA seem to be in direct opposite; 
while AROA experienced a sharp decline in 2007, 
which is the lowest, ATA experienced a sharp and 
this is also the highest during the period of study. 
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Source: Authors’ Computation, 2017 
4.3. Unit Root Tests Results 
In this study, we conducted various unit root tests to confirm the stationarity of all the variables employed. The 
Augmented Dickey-Fuller (ADF) (1981) was employed for this purpose. The unit root test results show that the 
variables have different orders of integration, order 0 and 1, as shown in Table 2. However, we do not have any I 
(2) variable, making our choice of the autoregressive distributed lagged (ARDL) model most appropriate.  
Table 2: Unit Root Tests Results 
 
 
 
 
 
 
 
 
 
 
Source: Authors’ Computation using, 2017 
 
Variable 
Augmented Dickey-Fuller 
(ADF) Test 
Level 1
st
 Difference Status 
ACIR -0.736640 -4.776086 I(1) 
AEQT -0.179269 -3.792554 I(1) 
AROA -5.664012 -15.68796 I(0) 
ATA -5.814929 -9.262133 I(0) 
ANTA -0.081078 -3.773143 I(1) 
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4.4 ARDL Model and Bound Test Estimates  
Table 3: Bounds Tests Results and the Pesaran 
et al. (2001) F-table  
Note: *, **, *** represent 1%, 5%, 10% significant 
levels, respectively.  
 Source: Author’s Computation, 2017 
The long run relationships among the variables are 
tested with the null hypothesis of non-existence of 
a long run relationship. The Pesaran et al. (2001) F-
table is compared with the calculated F-statistics at 
various significant levels. Cointegration exist if the 
calculated F test statistic exceeds  upper bound 
limit but if the test statistic is below the lower 
bound value, the null hypothesis of no co-
integration cannot be rejected and if the test 
statistics lies between the lower and upper bounds 
limits, the test of co-integration is indecisive. The 
calculated F- statistics value is greater than the 
upper bound critical values of the F-table Pesaran 
et al. (2001) at various significant levels as shown 
in Table 3. 
Based on the test result, we reject the null 
hypothesis that the coefficients of all lagged level 
variables in Equation (5) are equal to zero. Based 
on our decision, we conclude that there exists long 
run relationship among the variables and it is 
highly and statistically significant at 1%.  
Table 4: Estimated coefficients of the ARDL 
Models 
Variable Coefficient   t-stat. 
AEQT -0.050658** -3.504877 
ATA -4.646101* -23.765040 
ACIR -0.061967* -14.298903 
ANTA 0.120367* 5.519456 
CointEq(-1) -0.837650* -34.080462 
D(AEQT) -0.042434** -3.614093 
Variable Coefficient   t-stat. 
D(ATA) -3.891805* -36.137618 
D(ACIR) -0.051907* -15.258267 
D(ANTA) 0.100826* 5.704049 
Note: *, **, *** represent 1%, 5%, 10% significant 
levels, respectively.  
 Source: Author’s Computation using Eviews9, 
2016 
The ECT, which is another means of confirming 
cointegration, established cointegration with the 
negative and highly significant (at 1%) value of the 
speed of adjustment. This implies that there is a 
long run relationship among the variables. All the 
variables of the ARDL model are statistically 
significant at 1% and 5% significant level. The 
values of the coefficient of AEQT, in the long and 
short runs, are -0.050658 and -0.042434 
respectively and are both statistically significant at 
5%.  
This means the AEQT negatively affect AROA and 
a unit increase in average equity will reduce 
average return on assets by 0.050658 and 0.042434 
in the long and short runs respectively. This result 
of negative and statistically significant relationship 
is in line with Eljelly (2004) and Maaka (2013) and 
in contrast to Bardia (2004), Zhang (2011), Agbada 
and Osuji (2013), and Khan and Ali (2016) who 
found that liquidity has positive impact on 
profitability. 
Average total assets also negatively and 
significantly affect average return on assets in both 
long and short runs with values of -4.646101 and -
3.891805 at 1% significant level. This means that 
the higher the average total assets, the lesser the 
average returns of assets.  The coefficients of ACIR 
are -0.061967 and -0.051907 in the long and short 
runs respectively, meaning that it also has negative 
effect on AROA, which is statistically significant at 
1%. In contrast to the effects of the other 
independent variables, ANTA has positive and 
highly significant (at1%) effect on AROA with 
coefficients’ values of 0.120367 in the long run and 
in the short run.  
Table 5: Results of the Diagnostic Tests 
Test F-statistic Probability Remarks 
Serial correlation LM test                   (Breusch 
Godfrey) 
2.574259 0.2234 No Serial Correlation 
 Heteroskedasticity test   (ARCH)      0.941271 0.5246 No Heteroscedasticity 
Jarque-Bera*   
Normality test 
0.346065* 0.8411 Model is well-specified 
Stability Test 
Ramsey RESET test  
2.433253 0.1938 Coefficients of the model are stable 
Source: Author’s Computation, 2017 
                              Bounds Tests Results 
K Computed      F-statistic 
4 15.51772* 
           Pesaran et al. (2001) F-table 
        10%       5%      1% 
I(0) I(1) I(0) I(1) I(0) I(1) 
 
2.45 
 
 
3.52 
 
 
2.86 
 
 
4.01 
 
 
3.74 
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The reports of the various diagnostic tests conducted on the ARDL model in Equation (5) showed that the model 
is free from error and is well specified. The LM test has an insignificant F-statistics value which in addition to 
the values of Durbin-Watson of both the long run coefficient and short run dynamics show that there is absence 
of serial correlation in the estimated ARDL model.  The ARCH heteroskedasticity test also has an insignificant 
F- statistics values which makes us reject the null hypothesis of condition heteroskedasticity. The Jarque-Bera 
tests reveal that the models are well specified and lastly, the RAMSEY’s RESET test shows that the coefficients 
are stable over the period of the study. 
 
 
 
 
Table 6: Results of the Granger Causality Tests 
The result of granger causality test conducted to 
ascertain the causal relationship between the 
average return on assets (AROA) and average 
equity (AEQT) of the selected Islamic banks in 
United Kingdom, presented above in table 6, 
revealed the tested (null) hypotheses, based on the 
low F-statistics and high probability values, can not 
be rejected. And therefore, we accept the null 
hypotheses which mean that there is no causal 
relationship (be it unidirectional or bidirectional) 
between AROA and AEQT of the selected banks. 
This result is in line with Olanrewaju and Adeyemi 
(2015) result of no causal relationship between 
liquidity and profitability of Guaranty Trust bank, 
Zenith bank and Diamond bank in Nigeria. 
However, it is against their result of unidirectional 
relationship from Liquidity to Profitability for Skye 
bank, Access bank and First bank in Nigeria.  
  5.0 Conclusions and Recommendations  
The study so far investigated the impact of liquidity 
on profitability and also the causal relationship 
between liquidity and profitability of 5 selected 
Islamic banks in the United Kingdom for the 
periods 2005-2016. Based on the results presented 
above the study concludes    that liquidity has 
negative and significant impact on short and long 
runs. Furthermore, the results also showed that 
there is no significant unidirectional and 
bidirectional causal relationship between liquidity 
and profitability  
The study suggests that the apex bank (Bank of 
England) should guarantee close regulation and 
monitoring of Islamic banks’ strength and level of 
liquidity in an attempt to alleviate and strengthen 
the financial sector of the economy. 
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